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DECEMBER 1966

OPINIONS OF THE
ACCOUNTING PRINCIPLES
BOARD

10

Omnibus Opinion -1966
Consolidated Financial Statements
Poolings of Interest — Restatement of Financial Statements
Tax Allocation Accounts — Discounting
Offsetting Securities Against Taxes Payable
Convertible Debt and Debt Issued with Stock Warrants
Liquidation Preference of Preferred Stock
Installment Method of Accounting

INTRODUCTION
1. This is the first of a series of Opinions which the Board
expects to issue periodically containing:
(a) Amendments of prior Opinions of the Accounting Principles Board and Accounting Research Bulletins of its
predecessor, the committee on accounting procedure, as
appear necessary to clarify their meaning or to describe
their applicability under changed conditions.
( b ) Affirmation of accounting principles and methods which
have become generally accepted through practice and
which the Board believes to be sound, and when it desires
to prevent the possible development of less desirable
alternatives.
( c ) Conclusions as to appropriate accounting principles and
methods on subjects not dealt with in previous pronouncements and for which a separate Opinion is not
believed to be warranted.
Issued by the Accounting Principles Board of the
American Institute of Certified Public Accountants
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CONSOLIDATED FINANCIAL STATEMENTS
(Amendment to Accounting
Research Bulletin No. 51)
2. Paragraph 1 of ARB No. 51 states that "There is a presumption that consolidated statements . . . are usually necessary for
a fair presentation when one of the companies in the group
directly or indirectly has a controlling financial interest in the
other companies." The usefulness of consolidated financial statements has been amply demonstrated by the widespread acceptance of this form of financial reporting. A research study on the
broader subject of accounting for intercorporate investments is
now in process which will encompass the matters covered in
ARB No. 51. Pending consideration of that study the Board
has adopted the following amendments to ARB No. 51.
3. If, in consolidated financial statements, a domestic subsidiary is not consolidated,1 the Board's opinion is that, unless
circumstances are such as those referred to in paragraph 2 of
ARB No. 51,2 the investment in the subsidiary should be adjusted
for the consolidated group's share of accumulated undistributed
earnings and losses since acquisition.3 This practice is sometimes
referred to as the "equity" method. In reporting periodic consolidated net income, the earnings or losses of the unconsolidated
subsidiary (or group of subsidiaries) should generally be pre1

This paragraph modifies paragraphs 19 and 20 of ARB 51 insofar as they relate
to domestic subsidiaries. An accounting research study on the subject of
foreign investments and operations is in process. The Board has deferred consideration of the treatment of foreign subsidiaries in consolidated financial
statements until the study is published. In the meantime, the provisions of
Chapter 12 of ARB 43 (as amended by paragraph 18 of APB Opinion No. 6
and by paragraphs 17, 21 and 22 of APB Opinion No. 9 ) continue in effect.
The Board has also deferred consideration of the treatment of jointly owned
(50 per cent or less) companies pending completion of the study on accounting
for intercorporate investments.

2

"For example, a subsidiary should not be consolidated where control is likely
to be temporary, or where it does not rest with the majority owners (as, for
instance, where the subsidiary is in legal reorganization or in bankruptcy)."

3

Cumulative undistributed earnings at the effective date of this Opinion should
be reflected, with a corresponding adjustment of retained earnings, and reported
as a prior period adjustment resulting from a retroactive change in the application of an accounting principle; where the results of operations of prior periods
would be materially affected, they should be restated. See paragraph 25 of
APB Opinion No. 9.
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sented as a separate item.4 The amount of such earnings or
losses should give effect to amortization, if appropriate, of any
difference between the cost of the investment and the equity
in net assets at date of acquisition and to any elimination of intercompany gains or losses that would have been made had the
subsidiary been consolidated. If desired, dividends received
by members of the consolidated group from the unconsolidated
subsidiary may be shown parenthetically or by footnote. (See
also paragraph 21 of ARB 51, which relates to disclosure of assets
and liabilities of unconsolidated subsidiaries.)
4. The Board is of the opinion that, in the preparation of
consolidated financial statements for periods subsequent to the
effective date of this Opinion, the accounts of all subsidiaries
(regardless of when organized or acquired) whose principal
business activity is leasing property or facilities to their parents
or other affiliates should be consolidated. The Board believes
that the "equity" method, referred to in paragraph 3, which
directs its emphasis primarily to recognizing results of operations
of the enterprise as a whole, is not adequate for fair presentation
in the case of these subsidiaries because of the significance of
their assets and liabilities to the consolidated financial position
of the enterprise.5
Messrs. Catlett and Davidson do not agree with paragraph 4 of this Opinion. They believe that the Board
should not use this piecemeal pronouncement on consolidation principles to attempt to overcome some of
the basic deficiencies in Opinion No. 5. A subsidiary of
4

Extraordinary items and prior period adjustments may require treatment in
accordance with APB Opinion No. 9 if, on a consolidated basis, such items
would be material in relation to consolidated net income. Thus, consolidated
income before extraordinary items and consolidated net income would be the
same as if the unconsolidated subsidiary were fully consolidated.

5

The Board is giving further consideration to the accounting treatment of lease
transactions. In the meantime, it has deferred expressing an opinion on the
inclusion in consolidated financial statements of companies organized in connection with leasing transactions in which the equity interest, usually nominal
at the time of organization, is held by third parties, but in which the principal
lessee, through options or by similar devices, possesses or has the power to
obtain the economic benefits of ownership from the lease arrangements. (This
deferment does not affect the applicability of paragraph 12 of APB Opinion
No. 5.)
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the type referred to in paragraph 4 represents one of
several possible approaches to financing by means of
leases, and in many such cases the noncancellable leases
from the parent company are the principal security for
the funds borrowed by the subsidiary; such leases, in
effect, are obligations to outside lenders. The consolidation of such a subsidiary would increase further the
existing confusion and lack of comparability between
companies in the financial reporting of lease obligations, because the consolidation might involve (1) leases
entered into prior to the effective date of Opinion No. 5,
and (2) leases in which there is not the creation of a
significant equity for the lessee in the property. They
consider that the better solution to this problem would
be for Opinion No. 5 to be revised to provide that material amounts payable under noncancellable
leases
should be shown as obligations (discounted to present
value) in the balance sheets of all lessee companies.
POOLINGS OF INTERESTS—
RESTATEMENT OF FINANCIAL STATEMENTS
5. Paragraph 12 of ARB No. 48 is amended to read as follows:
12. When a combination is considered to be a pooling
of interests,6 statements of results of operations issued
by the continuing business for the period in which
the combination occurs should include the combined
results of operations of the constituent interests for the
entire period in which the combination was effected.
Similarly, if the pooling is consummated at or shortly
after the close of the period, and before financial statements of the continuing business are issued, the financial statements should, if practicable, give effect to the
pooling for the entire period being reported; in this
6

Accounting Research Study No. 5 on A Critical Study of Accounting for Business Combinations has been published, and another research study on accounting for goodwill is in process. The Board plans to reconsider the entire subject
of accounting for business combinations after the latter study is published.
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case, information should also be furnished as to revenues and earnings of the constituent businesses for all
periods presented. Results of operations, balance sheets
and other historical financial data of the continuing
business for periods (including interim periods) prior
to that in which the combination was effected, when
presented for comparative purposes, should be restated
on a combined basis. In order to show the effect of
poolings upon their earnings trends, companies may
wish to provide reconciliations of amounts of revenues
and earnings previously reported with those currently
presented. Combined financial statements of pooled
businesses should be clearly described as such, and
disclosure should be made that a business combination
has been treated as a pooling.
TAX ALLOCATION ACCOUNTS—DISCOUNTING
6. Accounting Research Study No. 9, Interperiod Allocation
of Corporate Income Taxes,7 deals with the allocation of income
taxes among accounting periods when revenues and expenses
are reported for financial accounting purposes in different periods than they are for income tax purposes. The Board is presently
giving attention to this general subject with a view to issuing
an Opinion on it. One of the questions now being considered is
whether certain long-term tax allocation accounts should be
determined on a discounted basis as recommended in the Study.
Pending further consideration of this subject and the broader
aspects of discounting as it is related to financial accounting in
general and until the Board reaches a conclusion on this subject,
it is the Board's opinion that, except for applications existing
on the exposure date of this Opinion (September 26, 1966) with
respect to transactions consummated prior to that date, deferred
taxes should not be accounted for on a discounted basis.
Messrs. Davidson and Weston do not agree with the
7

Accounting Research Studies are not statements of this Board or of the American Institute of Certified Public Accountants, but are published for the purpose
of stimulating discussion on important accounting issues.
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conclusion of the Board that further use of the discounting (or present value) technique in measuring the current cost of deferred income taxes is not acceptable,
pending further consideration of this subject by the
Board. They point out that Accounting Research Study
No. 9 concluded that this method is required whenever
the interest factor is significant. They recognize that the
Board is attempting to prevent the development of an
alternative practice until it has had an opportunity
to consider the subject matter thoroughly and form an
opinion thereon. On the other hand, the Board has
required use of the discounting technique in measuring the present value of obligations due in the future
in (a) the capitalization of leases (Opinion No. 5 — paragraph 15) and (b) the accrual of pension costs (Opinion
No. 8 — paragraphs 23 and 42). They find it difficult
to reconcile these inconsistent positions of the Board
on similar questions of measurement.
Furthermore,
they believe that the Board is creating an unwise precedent by outlawing potential developments in practice
which may be preferable to those presently in use, with
the sole justification that the Board is not yet properly
prepared to evaluate the merits of the developing practice. This position would, in the opinion of Messrs.
Davidson and Weston, be detrimental to the sound
development of accounting principles and practices
through experience, which, in their considered view, is
an effective means by which accounting techniques
can be improved.
OFFSETTING SECURITIES AGAINST TAXES PAYABLE

7. Chapter 3B, entitled Working Capital — Application of
United States Government Securities Against Liabilities for Federal Taxes on Income, of Accounting Research Bulletin No. 43
is withdrawn in its entirety. The following Chapter 3B, entitled
Offsetting Securities Against Taxes Payable, is substituted in
its place:
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1. It is a general principle of accounting that the offsetting
of assets and liabilities in the balance sheet is improper
except where a right of setoff exists. Accordingly, the
offset of cash or other assets against the tax liability or
other amounts owing to governmental bodies is not
acceptable except in the circumstances described in
paragraph 3 below.
2. Most
their
taxes
taxes

securities now issued by governments are not by
terms designed specifically for the payment of
and, accordingly, should not be deducted from
payable on the balance sheet.

3. The only exception to this general principle occurs when
it is clear that a purchase of securities (acceptable for
the payment of taxes) is in substance an advance payment of taxes that will be payable in the relatively near
future, so that in the special circumstances the purchase
is tantamount to the prepayment of taxes. This occurs
at times, for example, as an accommodation to a local
government and in some instances when governments
issue securities that are specifically designated as being
acceptable for the payment of taxes of those governments.
CONVERTIBLE DEBT AND DEBT ISSUED
WITH STOCK WARRANTS
8. A portion of the proceeds received for bonds or other debt
obligations which are convertible into stock, or which are issued
with warrants to purchase stock, is ordinarily attributable to the
conversion privilege or to the warrants, a factor that is usually
reflected in the stated interest rate. In substance, the acquirer of
the debt obligation receives a "call" on the stock. Accordingly,
the portion of the proceeds attributable to the conversion feature or the warrants should be accounted for as paid-in capital
(typically by a credit to capital surplus); however, as the liability under the debt obligation is not reduced by such attribution, the corresponding charge should be to debt discount. The
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discount so recognized (or the reduced premium if the proceeds
exceed the face amount of the debt obligation) should thereafter be accounted for in accordance with Chapter 15 of ARB
No. 43 as amended by paragraph 19 of APB Opinion No. 6 and
by paragraph 17 of APB Opinion No. 9. Upon conversion, the
related unamortized debt discount should be accounted for as
a reduction of the consideration for the securities being issued.
9. The discount or reduced premium, in the case of convertible debt obligations, may ordinarily be measured as the
difference between the price at which the debt was issued and
the estimated price for which it would have been issued in the
absence of the conversion feature. Warrants are frequently
traded and their fair value can usually be determined by market
prices at the time the debt is issued; accordingly, proceeds of the
issue can be allocated in proportion to the relative market values
of the debt obligations and warrants.

LIQUIDATION PREFERENCE OF PREFERRED STOCK
10. Companies at times issue preferred (or other senior)
stock which has a preference in involuntary liquidation considerably in excess of the par or stated value of the shares. The relationship between this preference in liquidation and the par or
stated value of the shares may be of major significance to the
users of the financial statements of those companies and the
Board believes it highly desirable that it be prominently disclosed. Accordingly, the Board recommends that, in these cases,
the liquidation preference of the stock be disclosed in the equity
section of the balance sheet in the aggregate, either parenthetically or "in short," rather than on a per share basis or by disclosure in notes.
11. In addition, the financial statements should disclose, either
on the face of the balance sheet or in notes pertaining thereto:
a. the aggregate or per share amounts at which preferred
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shares may be called or are subject to redemption
through sinking fund operations or otherwise;
b. as called for by paragraph 35 of APB Opinion No. 9, the
aggregate and per share amounts of arrearages in
cumulative preferred dividends.
INSTALLMENT METHOD OF ACCOUNTING
12. Chapter 1A of ARB No. 43, paragraph 1, states that
"Profit is deemed to be realized when a sale in the ordinary
course of business is effected, unless the circumstances are such
that the collection of the sale price is not reasonably assured."
The Board reaffirms this statement; it believes that revenues
should ordinarily be accounted for at the time a transaction is
completed, with appropriate provision for uncollectible accounts. Accordingly, it concludes that, in the absence of the circumstances8 referred to above, the installment method of recognizing revenue is not acceptable.
EFFECTIVE DATE OF THIS OPINION
13. This Opinion shall be effective for fiscal periods beginning
after December 31, 1966 and does not have retroactive effect
except as indicated in paragraphs 3, 4, 5 and 6. However, earlier
application is encouraged.
The Opinion entitled "Omnibus Opinion — 1966"
was adopted unanimously by the twenty members of
the Board, of whom two, Messrs. Catlett and Davidson,
assented with qualification as to paragraph 4 and two,
Messrs. Davidson and Weston, assented with qualification as to paragraph 6.
8

The Board recognizes that there are exceptional cases where receivables are
collectible over an extended period of time and, because of the terms of the
transactions or other conditions, there is no reasonable basis for estimating the
degree of collectibility. When such circumstances exist, and as long as they
exist, either the installment method or the cost recovery method of accounting
may be used. (Under the cost recovery method, equal amounts of revenue ana
expense are recognized as collections are made until all costs have been recovered, postponing any recognition of profit until that time.)
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NOTES

Opinions present the considered opinion of at least two-thirds
of the members of the Accounting Principles Board, reached on
a formal vote after examination of the subject matter.
Except as indicated in the succeeding paragraph, the authority of the Opinions rests upon their general acceptability. While
it is recognized that general rules may be subject to exception,
the burden of justifying departures from Board Opinions must
be assumed by those who adopt other practices.
Action of Council of the Institute (Special Bulletin, Disclosure
of Departures from Opinions of Accounting Principles Board,
October, 1964) provides that:
(a) "Generally accepted accounting principles" are those
principles which have substantial authoritative support.
(b) Opinions of the Accounting Principles Board constitute
"substantial authoritative support."
(c) "Substantial authoritative support" can exist for accounting principles that differ from Opinions of the
Accounting Principles Board.
The Council action also requires that departures from Board
Opinions be disclosed in footnotes to the financial statements or
in independent auditors' reports when the effect of the departure
on the financial statements is material.
Unless otherwise stated, Opinions of the Board are not intended to be retroactive. They are not intended to be applicable to immaterial items.
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